Click for Table of Contents

103d Congress, 2d Session — - — = — - — — — - — House Document 103-230

1994 ANNUAL REPORT OF THE BOARD OF
TRUSTEES OF THE FEDERAL HOSPITAL
INSURANCE TRUST FUND

COMMUNICATION

FROM

THE BOARD OF TRUSTEES, FEDERAL
HOSPITAL INSURANCE TRUST FUND

TRANSMITTING

THE 1994 ANNUAL REPORT OF THE BOARD OF TRUSTEES OF THE
FEDERAL HOSPITAL INSURANCE TRUST FUND, PURSUANT TO
SECTION 1817(b) OF THE SOCIAL SECURITY ACT, AS AMENDED

APRIL 12, 1994.—Referred to the Committee on Ways and Means and
ordered to be printed

U.S. GOVERNMENT PRINTING OFFICE
78-186 WASHINGTON : 1994







LETTER OF TRANSMITTAL

BOARD OF TRUSTEES OF THE
FEDERAL HOSPITAL INSURANCE TRUST FUND
Washington, D.C., April 11, 1994

HONORABLE THOMAS S. FOLEY
Speaker of the House of Represcntatives
Washington, D.C.

HONORABLE ALBERT GORE, JR.
President of the Scnate
Washington, D.C.

GENTLEMEN: We have the honor of transmitting to you the 1994 Annual Report of the Board of Trustees
of the Federal Hospital Insurance Trust Fund (the 29th such report), in compliance with the provisions of section
1817(b) of the Social Sccurity Act.

Respectiully,

| EL—

L M. BENTSEN,
Secretary of the Treasury, and
Managing Trustee of the Trust Fund

Lo B Kol

ROBERT B. REICH,
Secretary of Labor, and Trustee

DONNA E. SHALALA,

Secretary of Health and Human Services,
and Trustee

ol

'ORD G. ROSS,
Tnitee

N
?A\ge[) M. WALKER,

e (it

Administrator of the Health Care
Financing Administration, and
Secretary, Board of Trustees

11






Click on a Topic Below

CONTENTS
LOVERVIEW . .. i e 1
A SUMMARY .. .. .. i e 1
1. Operations of the Hospital Insurance Program ......... 1
2. Conclusion of the Board of Trustees ................. 3
B. THE BOARD OF TRUSTEES .. ............c i, 4
C. EXPECTED OPERATIONS AND STATUS OF THE TRUST
FUND . . .. i ittt 5
D. ACTUARIAL STATUS OF THE TRUSTFUND ........... 17
E.CONCLUSION ...... ... .. i iannannn 26
ILTECHNICAL SECTION ... . ... . ittt e e 29
A. SOCIAL SECURITY AMENDMENTS SINCE THE
1993 REPORT . ... ... . . ittt 29
B. NATUREOF THETRUSTFUND . ..................... 31
C. SUMMARY OF THE OPERATIONS OF THE TRUST FUND,
FISCAL YEAR 1993 . ... .. it e i 38

D. ACTUARIAL METHODOLOGY AND PRINCIPAL
ASSUMPTIONS FOR THE HOSPITAL INSURANCE COST

ESTIMATES ... . i e 43
1.Assumptions .. ...... .. ... . ... .. . . i i, 43
2. Program Cost Projection Methodology ................ 43
a. Projection Base . .................... ... ..... 4
b. Payments for Inpatient Hospital Costs .............. 45

c. Skilled Nursing Facility (SNF), Home Health Agency
(HHA), and Hospice Costs . ... ................ 50
d. Administrative Expenses . ....................... 52
3. Financing Analysis Methodology . ................... 52
a. Taxable Payroll . ............................. 53

b. Relationship Beiween Program Costs and Taxable Payroll 53
4. Sensitivity Testing of Costs Under Alternative

Assumptions .. ... ... ... ... e 54

E. LONG-RANGE SENSITIVITY ANALYSIS ................ 56

1. Real-Wage Differential ........................... 56

2. Consumer Price Index . ........................... 58

3. Real-Interest Rate . ... ... ... ... ................... 59

HL APPENDICES ... ... ... . i ittt 61
A. ACTUARIAL BALANCE UNDER ALTERNATIVE

ASSUMPTIONS AND METHODS .................... 61

v}



V1

B. MEDICARE INCURRED DISBURSEMENTS AS A PERCENT
OF GROSS DOMESTIC PRODUCT FROM CALENDAR
YEAR I993TO 2068 . .........ccoiiiniiiiiinnenevnnn 63
C. ANNOUNCEMENT OF THE MEDICARE PART A
(HOSPITAL INSURANCE) INPATIENT HOSPITAL
DEDUCTIBLE AND HOSPITAL AND EXTENDED CARE
SERVICES COINSURANCE AMOUNTS, FOR CALENDAR

YEAR I994 . . . .. e et e 65
LBackground .............. ... iiiiiinnininnnn. 65
2. Computing the Inpatient Hospital Deductible for 1994 . ... 66
3. Computing the Inpatient Hospital and Extended Care

Services Coinsurance Amounts for 1994 ............. 68
4. Cost to Beneficiaries ............................. 68
5. Regulatory Impact Statement . ..................... 68

D. ANNOUNCEMENT OF THE MEDICARE PART A
(HOSPITAL INSURANCE) MONTHLY PREMIUM RATE
FOR THE UNINSURED AGED AND FOR CERTAIN
DISABLED INDIVIDUALS WHO HAVE EXHAUSTED

OTHER ENTITLEMENT, FOR CALENDAR YEAR 1994 ... 10
LBackground ............. .ttt 70
2. Premium Amount for 1994 . . .............. ... ..., 72
3. Statement of Actuarial Assumptions and Bases Employed
in Determining the Monthly Premium Rate ........... 72
4. Costs to Beneficiaries ............................ 73
5. Regulatory Impact Statement . ..................... 73
E.GLOSSARY . . . . it 75

F. STATEMENT OF ACTUARIAL OPINION ............... 90



VII
TABLES

SUMMARY
IA1l. --Statusof the HI Trust Fund . . ... . ... ... o, 3
EXPECTED OPERATIONS AND STATUS OF THE TRUST FUND

1.C1. -- Operations of the HI Trust Fund During Fiscal Years 1970-96 8
1.C2. -- Opcrations of the HI Trust Fund During Calendar Ycars

TOT0-06 . .o i ettt i e e e 10
I.C3. -- Ratio of Asscts in thc Fund at the Beginning of the Year to

Disburscments During the Ycar for the HI Trust Fund  ........ 12
1.C4. -- Estimated Operations of the HI Trust Fund During Calendar

Years 1993-2004, Under Thrce Sets of Assumptions .. ......... 14

ACTUARIAL STATUS OF THE TRUST FUND

1.D1. -- Cost of thc HI Program, Expresscd as a Percent of Taxable

Payroll .. ... e 19
.D2. - Cost and Income Rates of the HI Program, Expressed as a

Percent of Taxable Payroll . ... ... ..ot 20
LD3. -- Actuarial Balances of the HI Program, Under Three Sets of

ASSUMPLONS . oot iv e s ecaeees e a et 22
1.D4. -- Change in the 75-Year Actuarial Balance Since the 1993

|21 S R R e 26

NATURE OF THE TRUST FUND

11.B1. -- Contribution Rates and Maximum Taxable Amount of
Annual Earnings . ... .. s 33

SUMMARY OF THE OPERATIONS OF THE TRUST FUND, FISCAL
YEAR 1993

I.C1. -- Statement of Operations of the HI Trust Fund During Fiscal

Year 1993 ... it e 38
IL.C2. -- Comparison of Actual and Estimated Operations of the HI
Trust Fund, Fiscal Year 1993 ... ... ... iiiiniionnnn 41

ILC3. -- Asscts of the HI Trust Fund, by Type, at the End of Fiscal
Years 1992 and 1993 ... .. i e 42



vl

ACTUARIAL METHODOLOGY AND PRINCIPAL ASSUMPTIONS
FOR THE HOSPITAL INSURANCE COST ESTIMATES

ILD1. -- Componcnts of Historical and Projccted Increases in HI

Inpaticnt Hospital Payments . ............................ 47
I1.D2. -- Relationship Between Increascs in HI Program
Expenditures and Increascs in Taxable Payroll ... ............. 51

I1.D3. -- Summary of Alicrnative Projcctions for the HI Program . ... 53
LONG-RANGE SENSITIVITY ANALYSIS

ILEL. -- Estimatcd HI Incomc Ratcs, Cost Ratcs, and Actuarial

Balances, Bascd on Intcrmediate Estimates With Various Real-

Wage Assumplions . . ..., i e 57
ILE2. -- Estimated HI Income Rates, Cost Rates, and Actuarial

Balanccs, Bascd on Intcrmcdiate Estimatcs With Various Cpi-

Increasc Assumplions ... ... ..ottt i 58
ILE3. -- Estimated HI Income Ratcs, Cost Rates, and Actuarial

Balanccs, Bascd on Intermcediate Estimates With Various Real-

Interest AsSumplions ... ......... ... 0iiiinrrnrnnn.n. 59

ACTUARIAL BALANCE UNDER ALTERNATIVE ASSUMPTIONS
AND METHODS

IIILAL. -- Actuarial Balanccs of thc HI Program, Under Alternative
Scts of Assumptions (Modificd Average-Cost Method) ......... 62

MEDICARE INCURRED DISBURSEMENTS AS A PERCENT OF
GROSS DOMESTIC PRODUCT FROM CALENDAR YEAR 1993 TO
2068

IILB1. -- Hospital and Supplementary Medical Insurance Incurred

Disburscments as a Pereent of Gross Domestic Product ........ 63
FIGURES

1. Short-Term HI Trust Fund Ratios .. .......cooee i i, 16

2. HI Trust Fund Balance, End-of-Year .. ................0..... 17



1. OVERVIEW

A. SUMMARY
1. Operations of the Hospital Insurance Program

The hospital insurancc (HI) program pays for inpatient hospital care and
other related care for those age 65 and over, and for the long-term disabled.
In calendar year 1993, HI covered about 32 million aged and about 4 million
disabled enrollces at a cost of $94.4 billion. Of this amount, $93.5 billion was
for benefit payments and $0.9 billion, 1 percent of total disbursements, was for
administrative cxpenses.

The HI program is financed primarily by payroll taxes, with the taxes paid by
current workers and their ecmployers used mainly to pay benefits for current
beneficiarics. Income not currently nceded to pay benefits and related
expenscs is held in the HI trust fund. The assets of the fund may not be used
for any othcr purposc. Whilc in the fund, the asscts are invested in certain
intcrest-bearing obligations of the United States Government. These
obligations arc backed by the full faith and credit of the U.S. Government.

The payroll taxcs of 138 million workers and their cmployers amounting to
$84.1 billion, or 85.7 percent of total income to the fund, were collected
during calcndar ycar 1993. Intercst income from investments held by the trust
fund amounted to 10.8 percent of total income. The remaining 3.5 percent of
calendar year 1993 income consisted mostly of a transfer from the railroad
retirement program, a transfer from the Supplementary Medical Insurance
(SMI) catastrophic coverage rescrve fund, transfers to and from the general
fund of the Trcasury, and premiums paid by voluntary enrollees.

The HI contribution ratcs applicable to taxable carnings are 1.45 percent for
cmployces and cmployer cach and 2.90 percent for self-employed. The
maximum taxablec amount of annual carnings for 1993 was $135,000. After
1993, thc maximum taxablc annual carnings amount is eliminated.

The adcquacy of the HI program’s scheduled financing to support program
costs in the future is cxamincd under three alternative sets of assumptions:
low cost, intcrmcdiatc, and high cost. The intcrmediate set of assumptions
represents the Trustees’ best estimate of the expected future economic and
demographic trends that will affect the financial status of the program. The
low cost alternative is a morc optimistic set of assumptions from the
standpoint of HI financing and the high cost alternative is a more pessimistic
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Overview

set of assumptions. The trust fund ratio, defined as the ratio of assets at the
beginning of the ycar to disbursements during the year, was 131 percent in
1993 and then under the intermediate assumptions is projected to decline
steadily until the fund is completcly exhausted in 2001. Under the low cost
assumptions, thc trust fund ratio is projccted to decline until the fund is
completely cxhausted in 2004. Under the high cost assumptions, the trust
fund ratio is projccted to decrcasc rapidly until the fund is exhausted in 2000.
These projcctions clcarly demonstrate that the HI program is severely out of
financial balancc using a range of plausiblc cconomic and demographic
assumptions.

Tablc 1.C4 in this rcport summarizes the cstimated operations of the HI trust
fund that have just been described under the three alternative sets of
assumptions. As can be scen from this table, the Trustees’ short-range test
of financial adcquacy, which is described in the "Expected Operations and
Status of the Trust Fund" (scction I.C), is not met. In addition, the trust fund
is projected to become insolvent within the next 6 to 10 years under all three
scts of assumptions.

The adcquacy of the current law financing schedule for the HI program on a
long-rangc basis is mcasurcd by comparing on a ycar-by-year basis the income
ralcs (from payroll taxcs and income from taxation of OASDI benefits) with
the corresponding incurrcd costs of the program, expressed as percentages of
taxable payroll. Howcver, the financial status of the program is often
summarized, over a specilic projcction period, by a single measure known as
the actuarial balance. The actuarial balance using the present-value method
is defincd (o be the differcnce of the sum of the present values of the income
rates for the valuation period over the sum of the present value of the cost
rates (insurcd, incurrcd costs expressed as a percentage of taxable payroll) of
the program for thc same period, divided by the sum of the present values of
the effective taxable payroll for the valuation period. The "Actuarial Status
of the Trust Fund" (scction 1.D) describes the method used to calculate
summarized cost ralcs, income ratcs, and actuarial balances. The HI trust
fund docs not mcct the Trustees’ long-range test of financial adequacy, as
discussed in section 1.D, undcr any of the three sets of assumptions.

Table I.A1 prescnts a comparison of the projected experience contained in the
1993 and 1994 rcports. As this table indicatcs, the projcctions in the 1994
report show that the fund will be depleted later than projected in the 1993
report under all three scts of assumptions. The major reason for this
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difference is the legislation cnacted since the 1993 report, as described in the
tcchnical scetion. Scction 1D discusses in more detail the reasons for the
changg in the actuarial balance. Comparced to last year’s report, under the
Trustees’ intcrmediate assumptions, the date of cxhaustion will be 2 years
later and the 75-ycar actuarial balance will improve by 0.97 percent of taxable
payroll.

Table I.A1. - STATUS OF THE HI TRUST FUND

Year in which the 75-year actuarial balance
trust fund Is exhausted of the HI program
as published in the as published in the
Sets of
assumptions 1993 report 1994 report 1993 report 1994 report

Intermediate 1999 2001 511% -4.14%
Low cost 2000 2004 -2.04 - -1.31
High cost 1998 2000 -10.61 -9.26

2. Conclusion of the Board of Trustees

Under the Trustees’ intcrmediate assumptions, the present financing schedule
for the HI program is sufficicnt to cnsure the payment of benefits only over
the next 7 years. Also, the HI trust fund docs not meet the Trustees’ short-
term test of financial solvency. Under the high cost alternative, the fund is
projected to be cxhausted in 2000, approximalcly 6 ycars from the present.
Under the low cost alternative, the trust fund is projected to be exhausted in
2004.

Currently about four covercd workers support each HI enrollee. This ratio
will begin to decline rapidly carly in the next century. By the middle of that
century, only about two covercd workers will support each enrollee. Not only
arc the anticipated reserves and financing of the HI program inadequate to
offsct this demographic change, but under all the assumptions, the trust fund
is projected to become cxhausted cven before the major demographic shift
begins to occur. As noted above, cxhaustion of the fund is projected to occur
around the turn of the century under all three scts of assumptions.
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The Trustces notc that some steps have been taken to reduce the rate of
growth in payments to hospitals, including the implementation of prospective
payment and diagnosis-rclatcd groups.  Initial experience under the
prospective  payment system for hospitals suggests that this payment
mcchanism may be an cffective mcans of constraining the growth in hospital
paymcents and improving the cfficicncy of the hospital industry. Nonetheless,
projccted costs for the HI program far excced projected revenues over the 75-
year long-rangc period. As a result, the HI program is severely out of
financial balancc and is unsustainable in its present form.

Even though the long-range status of the HI program has improved somewhat
since last year’s report, it has deteriorated over recent years as measured by
the actuarial balanccs. In addition, the HI trust fund fails to meet the short-
range (cst of financial adcquacy and is projected to experience increasing
annual dcficits in future years, beginning in calcndar year 1996. In view of the
poor financial condition of the HI trust fund and the failure of the fund to
mcecl the short-range test of financial adequacy, the Board of Trustees is again
alerting the Congress of the unfavorable financial status of the HI trust fund.

The cost of the HI program is projected to increase from 1.5 percent of Gross
Domestic Product (GDP) in CY 1993 to 4.9 percent of GDP in CY 2065.
This rapid growth is attributablc primarily to (1) increases in hospital
admissions, (2) incrcascs in rcported casc mix, and (3) changes in
demographics. With the magnitude of the projected actuarial deficit in the HI
program and thc high probability that the HI trust fund will be exhausted
around the turn of the century, the Trustecs urge the Congress to take
additional actions dcsigned to control HI program costs through specific
program lcgislation and as a part of enacting comprehensive health care
rcform. Thc Trustces belicve that prompt, cflcctive, and decisive action is
nccessary.

B. THE BOARD OF TRUSTEES

The Federal Hospital Insurance Trust Fund, established on July 30, 1965, is
held by the Board of Trustces under the authority of section 1817(b) of the
Social Sccurity Act, as amended. The Board is composed of five members,
threc of whom scrve in an cx officio capacity: the Sccretary of the Treasury,
the Secrctary of Labor, and the Sccretary of Health and Human Services.
The President nominated and the Scnate confirmed Stanford G. Ross and
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David M. Walker to be the other two members, who serve as representatives
of the public. Mr. Ross and Mr. Walker are scrving 4-year terms that began
on October 2, 1990.

By law, the Sccrctary of the Treasury is designated as the Board Chairperson
and Managing Trustce, and the Administrator of thc Health Care Financing
Administration is dcsignated as Sccrctary of the Board. The Board of
Trustees reports 1o the Congress cach year on the operations and status of the
trust fund, in compliancc with section 1817(b)(2) of the Social Security Act.
This annual rcport, for 1994, is the 29th such rcport.

C. EXPECTED OPERATIONS AND STATUS OF THE TRUST FUND

Table 1.C1 shows the cxpected operations of the trust fund during fiscal years
1994 (o 1996, together with the past experience of the program. The estimates
shown in this table arc bascd on the intermediate set of assumptions. The
assumptions undcrlying the intcrmediate projections are presented in the
technical scction.

Income received through the financial interchange between the railroad
retirement account and the trust fund under the provisions of the Railroad
Retircment Act is cstimated on the same basis as income from HI
contributions. Estimatcs of the corresponding outgo are included in the
disbursement itcms.

Estimatcd income to the trust fund which is appropriated from general
revenue to rcimburse the program for the cost of coverage of noninsured
persons is the samc as the cstimates of disbursements incurred for such
persons, nct of corrections for differences betwcen costs and amounts
transferrcd for previous years. Premium income for other noninsured persons
who may cnroll in thc HI program on a voluntary basis is estimated based on
projected premium rates caleulated according to statutc and estimated average
cnrollment.

The transfers from gencral revenue for military wage credits are based on
provisions of the Social Sccurity Amendments of 1983 (Public Law 98-21), as
described in the technical scction.
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The investment of new assets reccived during fiscal years 1994-96 is assumed
to be in the form of special public-debt obligations bearing interest rates
ranging from 5.625 pcreent to 6 percent, payable scmiannually. The average
effective annual ratc of intcrest on the asscts held by the HI trust fund on
Scptember 30, 1993, was 8.6 percent.

Disbursements for benefits are projected to increase in fiscal years 1994-96,
primarily as a result of the incrcasc in hospital payment rates and hospital
admissions under the program. The expenditures for benefit payments shown
in Tablc I.C1 will diffcr from those shown in the President’s proposed 1995
Federal Budget. These cstimates are based on more recent demographic and
economic projcctions, and they do not reflect the implementation of proposed
changes in regulations which were included in the budget. The expenditures
for benefit payments shown in this section are based on the assumption that
for fiscal ycars 1995 and latcr, the prospective payment rates will be increased
in accordancc with Public Law 103-66, thc Omnibus Budget Reconciliation
Act of 1993; for fiscal ycar 1994, the prospective payment rates have already
been determined in accordance with the same statute.

The actual operations of the HI program arc organized, in general, on a
calcndar ycar basis. Earnings subjcct to taxation and the applicable tax rates
arc cstablished by calendar ycar, as arc the inpaticnt hospital deductible and
other cost-sharing amounts. The projected operations of the trust fund on a
calendar ycar basis arc shown in Table 1.C2, according to the same
assumptions as uscd in Table LC1. The ratios of assets in the trust fund at
the beginning of cach calendar year to total disbursements during that year
are shown in Tablc 1.C3 for past years and as projccted, under the szme
assumptions, through 1996,
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TABLE I.C3. -- RATIO OF ASSETS IN THE FUND AT THE BEGINNING OF THE YEAR
TO DISBURSEMENTS DURING THE YEAR FOR THE HI TRUST FUND

(In percent)
Calendar Year Ratio
Historical Data:
1967 28%
1968 25
1969 43
1970 47
1971 54
1972 47
1973 40
1974 69
1975 79
1976 77
1977 66
1978 57
1979 54
1980 52
1981 45
1982 52
1983 20
1984 29
1985 32
1986 4
1987 79
1988 101
1989 115
1990 128
1991 136
1992 136
1993 131
Estimates’ :
1994 119
1995 110
1996 102

Tunder the Intermediate assumplions.

Since futurc cconomic, demographic, and health care usage and cost
cxpericnce may differ considcrably from the intcrmediate assumptions on
which the cost cstimatcs werc bascd, projections have also been prepared on
the basis of two different scts of assumptions labeled "Low Cost" and "High
Cost." The assumptions uscd in preparing projections under the low cost and
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high cost altcrnatives, as well as under the intermediate assumptions, are
discussed in the technical scction,

The three scts of assumptions were sclected in order to indicate the general
range in which the cost of the program rcasonably might be expected to fall.
The low cost and high cost altcrnatives provide for a fairly wide range of
possiblc expericnce. Actual cxpericnce may be expected to fall within the
rangc, bul no assurance can bc madc that this will be the case, particularly in
light of thc widc variations in cxpcrience that have occurred since the
beginning of the program.

The estimated operations of the HI trust fund during calendar years 1993-
2004, on a cash basis for all program incomc and disbursements, are
summarized in Tablc 1.C4 for all three alternatives until the trust fund is
cxhausted. The trust fund ratio, dcfined as the ratio of assets at the beginning
of the year to disbursements during the year, was 131 percent in 1993 and
then under the intcrmediate assumptions is projected to decline steadily untit
the fund is complctcly exhausted in 2001. Under the low cost alternative, the
trust fund ratio is projccted to decline until the fund is exhausted in 2004.
Under the high cost alternative, the trust fund ratio is projected to decrease
rapidly until the fund is exhausted in 2000. These projections do not reflect
any reduction in disburscments duc to proposcd changes in legislation or
rcgulation which were included in the 1995 Federal Budget but which have not
been enacted or implemented.
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TABLE LC4. -- ESTIMATED OPERATIONS OF THE HI TRUST FUND DURING
CALENDAR YEARS 1993-2004, UNDER THREE SETS OF ASSUMPTIONS
(Dollar amounts in billions)

Ratlo of assets
Calendar Total Total Net Increase Fund at to disbursements’
Year Income disbursements in fund end of year (percent)

INTERMEDIATE: -

19932 $98.2 $94.4 $3.8 $127.8 131
1994 107.5 107.2 0.3 128.1 119
1995 119.0 116.6 24 130.5 110
1996 124.1 127.7 -36 126.9 102
1997 129.4 138.8 94 1175 ot
1998 134.7 151.3 -16.6 100.9 78
1999 139.9 165.2 253 75.6 61
2000 145.3 1805 -35.2 40.4 a2
2001 150.7 197.2 -46.4 3 20
LOW COST:
19932 $98.2 $94.4 $3.8 $127.8 131
1994 108.2 107.0 1.2 129.0 119
1995 119.8 115.5 44 133.4 12
1996 1272 1255 17 135.1 106
1997 1340 135.2 1.2 134.0 100
1998 1411 1458 A7 129.3 92
1999 148.1 157.3 9.2 120.1 82
2000 155.3 169.4 144 106.0 7
2001 162.5 182.1 196 86.4 58
2002 169.4 195.2 25.8 60.6 44
2003 176.6 208.9 -32.2 28.4 29
2004 183.7 2231 -39.4 @ 13
HIGH COST:
19932 $982 $94.4 $3.8 $127.8 131
1994 107.2 107.2 0.0 127.8 119
1995 118.2 174 +0.8 128.6 109
1996 1225 1311 -8.6 119.9 98
1997 1295 146.4 -16.9 103.0 82
1998 1325 161.1 -28.6 744 64
1999 136.6 178.7 -42.0 324 42
2000 142.6 200.3 57.8 ) 16

!Ratio of assets In the fund at the beginning of the year 1o disbursements during the year.
2Figures for 1993 represent actual experience.

3Trust fund depleted in calendar year 2001.

4Trust fund depleted in calendar year 2004.

STrust fund depleled in calendar year 2000.

NOTE: Totals do not necessarily equal the sums of rounded components.
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In order to mect the test of financial adequacy in the short-range projection
period, the ratio of cstimatcd asscts in the trust fund at the beginning of the
year to estimatcd disburscments during that year must cither (a) be at least
100 percent throughout the 10-year projection period, or (b) reach a level of
100 percent within 5 ycars and remain at or above 100 percent throughout the
remaindcr of the 10-ycar period. In addition, the fund’s estimated assets at
the beginning of cach month of the 10-year period must be sufficient to cover
that month’s cstimated disburscments. This test is applied to the estimates
under the intermediate assumptions for the period 1994-2003. Failure of the
trust fund to mcct this test is an indication that the solvency of the program
over the next 10 ycars is in question and that action is nceded to improve the
short-range financial adcquacy of the program. As can be seen from Table
I.C4, this short-range test is not met. Under the intermediate assumptions,
the trust fund ratio falls bclow the 100-percent level in 3 years and is
cxhausted in 7 ycars.

Figurc 1 shows historical trust fund ratios for reccent ycars and projected ratios
under the three scts of assumptions. Figure 2 shows end-of-year trust fund
balances for rccent historical ycars and for projected years under the three
scts of assumptions. On both figurcs, the labels "L" "IL," and "III" indicate
projections undcr the low cost, intcrmediate, and high cost alternatives,
respectively.
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Figure 1. SHORT-TERM HiI TRUST FUND RATIOS
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Figure 2. HI TRUST FUND BALANCE, END-OF-YEAR (in $ Billions)
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D. ACTUARIAL STATUS OF THE TRUST FUND

In the previous scction (1.C), entitled "Expected Operations and Status of the
Trust Fund®, thc expected operations of the HI program over the short-term
period were presented. In this section, the actuarial status of the trust fund,
or the adequacy of the scheduled financing to support program costs well into
the futurc, is cxamincd under all threc alternative assumptions. The
assumptions uscd in prcparing projections are summarized in the technical
section.

The adequacy of the current law financing schedule for the HI program on a
long-rangc basis is measurcd by comparing on a ycar-by-year basis the income
rates (from payroll taxcs and incomc from taxation of OASDI benefits) with
the corresponding incurred costs of the program, cxpressed as percentages of
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taxable payroll. If these two items are cxactly equal in each year of the
projcction period and all projection assumptions arc realized, revenues will be
sufficicnt to provide for program costs. In practice, however, tax rate
schedules, which make up most of the income rate, generally are designed
with ratc changes occurring only at intcrvals of scveral years, rather than with
continual ycarly incrcascs to match cxactly with projected cost increases. To
the extent that small differences between the yearly costs of the program and
the corresponding income rates occur for short periods of time and are offset
by subscquent diffcrences in the reverse dircction, the financing objectives can
be mct by maintaining an appropriatc contingency reserve. In projecting costs
under the program, only incurred cxpenditurcs (bencefits and administrative
costs) attributablc to insurcd bencficiarics are considered, since benefits and
administrative costs for noninsurcd persons arc cxpected to be financed
through gencral revenuc transfers and premium payments rather than through
payroll taxes.

The historical costs of the HI program, cxprcssed as percentages of taxable
payroll, arc shown in Tablc 1.D1. The ratio of expenditures to taxable payroll
has increased from 0.94 percent in 1967 to 3.25 percent in 1993, reflecting
both the higher ratc of incrcasc in program costs than in earnings subject to
HI taxcs and the cxtension of HI benefits to disabled and end-stage renal
discase bencficiarics.  The projected costs of the program under the
intermediate assumptions, cxpresscd as percentages of taxable payroll, and the
income rates under current law for sclected years over the 75-year period
1994-2068, arc shown in Tablc LD2. Further increases in the ratio of
expenditurcs to taxable payroll under the intcrmediate assumptions result
from the projcction that the cost of the HI program will continue to increase
at a higher ratc than taxablc carnings, as discusscd later in this section. It can
be scen from the sclected years shown in Table 1.D2 that, on a year-by-year
basis, the income ratcs under current law are insufficicnt by a large margin to
support the projccled costs of the current program. As a result, the program
is severely out of financial balance and prompt actions will need to be taken
to incrcasc revenucs and/or reducc cxpenditures.

18
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TABLE 1.D1. -- COST OF THE HI PROGRAM, EXPRESSED AS A PERCENT OF

TAXABLE PAYROLL

Calendar Expenditures
year under the program’
1967 0.94%
1968 1.04
1969 112
1970 1.20
1971 1.32
1972 1.30
1973 1.33
1974 1.42
1975 1.69
1976 1.83
1977 1.95
1978 2.01
1979 1.99
1980 2.20
1981 2.39
1982 2.65
1983 2672
1984 2.64
1985 2.63
1986 2.55
1987 2.45
1988 2.42
1989 2.66
1990 2.7
1991 2.75
1992 3.03
1993 3.25

Estimated costs aftributable to insured beneficiaries only, on an incurred basis. Benefits and
administrative costs for noninsured persons are expected to be financed through general revenue
transfers and premium payments, rather than through payroll taxes. Gratuitous credits for miiitary
setvice after 1956 are included in taxable payroll.

2peemed credits for military service before 1984 were atiributed to the year In which such service
had occurred. If all such credits had been altributed in 1983, expenditures under the program in
1983 would have been lower by 0.18 percent of taxable payrolil.
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TABLE 1.D2. -- COST AND INCOME RATES OF THE HI PROGRAM, EXPRESSED AS A
PERCENT OF TAXABLE PAYROLL '

Expenditures
Calendar under the income

Year program2 Rates Difference®
1994 3.23% 3.02% -0.21%
1995 3.32 3.02 -0.30
2000 3.92 3.03 -0.89
2005 452 3.05 -1.47
2010 5.03 3.08 -1.95
2015 5.80 3.13 : -2.67
2020 6.63 3.19 -3.44
2025 7.56 3.24 -4.32
2030 8.46 3.28 -5.18
2035 9.15 3.1 -5.84
2040 9.55 3.32 -6.23
2045 9.80 3.33 -6.47
2050 9.99 3.34 -6.65
2055 10.24 3.36 -6.88
2060 10.57 3.38 -7.19
2065 10.96 3.39 -7.57
2068 11.20 3.40 -7.80

1Under the intermedialte assumptions.

2gstimated costs aftiributable to insured beneficiaries only, on an incurred basis, under the
intermediate assumplions. Benefits and administrative costs for noninsured persons are expected to
be financed through general revenue transfers and premium payments, rather than through payroll
taxes. Gratuitous credits for military service after 1956 are Included in taxable payroll.

Ipifference between the income rates and program expenditures.

Whilc the year-by-ycar comparisons discussed are nccessary to measure the
adequacy of the financing of the HI program, the financial status of the
program is oftcn summarized, over a specific projection period, by a single
mcasurc known as thc actuarial balance. The actuarial balance of the HI
program is dcfincd to be the difference between the summarized income rate
for the valuation period and the summarized cost rate (insured, incurred costs
expressed as a pereentage of taxable payroll) of the program for the same
period. The present-value method is used to calculate summarized cost rates,
incomc ratcs, and actuarial balanccs in this rcport, unless otherwisc indicated.
This approach is thc same as that uscd in the OASDI report.  Under the
present-value method, the summarized income rates, cost rates, and actuarial
balance arc bascd upon the present values of future income on an incurred
basis, futurc insurcd costs on an incurred basis, and future taxable payroll.
The present valucs arc calculated by discounting the future annual amounts,
at the assumcd rates of interest credited to the HI trust fund, to the beginning
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of the valuation period. The summarized income and cost rates over the
projcction pcriod arc then obtained by dividing the present value of the
taxable payroll into the present valucs of income and cost, respectively. The
difference between the summarized income rate and cost rate over the long-
range projcction period, after an adjustment to take into account the fund
balancc at thc valuation datc and any target trust fund at the end of the
valuation pcriod, is computcd to obtain the actuarial balance. In keeping with
a decision by the Board of Trustecs that it is advisable to maintain a balance
in the trust fund cqual to a minimum of onc ycar’s expenditures, the target
trust fund balancc is cqual to the following ycar’s cstimated costs at the end
of the 75-year projcction period. It should be noted that projecting an end-of-
period target trust fund balance docs not necessarily insure that the trust fund
will maintain such a balancc on a ycar-by-ycar basis.

Calculating the fund balance under the present-value method is a convenient,
gencrally accepted way of summarizing actuarial status. The actuarial balance
computcd under the present-value mcthod can be interpreted as the
immediatc, level, and permancent pereentage that must be added to the current
law incomc ratecs and/or subtracted from thc currcnt law cost rates
throughout the cntire valuation period in order for the financing to support
program costs and provide for the targeted trust fund balance at the end of
the projection period. The income rale increase according to this method is
4.14 pereent of taxable payroll. However, if incomce rates or cost rates were
not changed until the ycar the trust fund falls below the 100-percent level
reccommcended by the Board of Trustees, the level of the increase would have
to be 4.34 percent of taxable payroll under the intcrmediate assumptions. If
no changes were made until the year the trust fund will be exhausted, the
actuarial dcficit would be 4.59 pereent of taxable payroll. The OASDI report
also cmploys the present-valuc method of summarizing the long-term financial
status of thc Social Sccurity program. An allcrnative way of calculating
actuarial status under the modificd average-cost method is presented in
scction I1ILA. The HI Trust Fund also fails the test of long-range financial
adcquacy using this method.

The actuarial balances undcr all three alternative scts of assumptions, for the
first 25-ycar period, the first 50-ycar period, the entire 75-year period 1994-
2068, and for cach 25-ycar subpcriod, arc shown in Table 1.D3. The
summarizced income rate for the entirc 75-ycar period under the intermediate
assumptions is 3.21 percent. The summarized cost of the program under the
intcrmediatlc assumplions, for the entire 75-ycar period, is 7.35 percent of
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taxablc payroll. As a result, the HI program fails to meet the Trustees’ long-
range test of financial adequacy, which is described in the OASDI report and
the Glossary of this rcport, under any of the thrce sets of assumptions.

TABLE 1.D3. -- ACTUARIAL BALANCES OF THE HI PROGRAM, UNDER THREE SETS

OF ASSUMPTIONS
Intermediate Alternative
Assumptions Low Cost High Cost
Projection periods:
1994-2018:
Summarized Income rate 3.07% 3.05% 3.09%
Summarized cost rate’ 468 3.70 5.98
Actuarial balance® -1.64 -0.65 -2.90
1994-2043:
Summarized income rate 3.16 KRD 3.21
Summarized cost rate’ 6.34 413 10.14
Actuarial balance® -3.18 1.02 -6.93
1994-2068: A
Summarized income rate 3.21 3.14 3.29
Summarized cost rate’ 7.35 4.46 12.55
Actuarial balance® -4.14 .32 -9.26
25-year subperiods:
1994-2018:
Summarized income rate 3.07% 3.05% 3.09%
Summarized cost rate® 4.61 3.71 5.81
Actuarial balance® -1.54 -0.66 272
2019-2043:
Summarized income rate 3.27 3.19 3.35
Summarized cost rate® 8.33 4.67 15.06
Actuarial balance? -5.06 -1.48 -11.71
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TABLE 1.D3. -- ACTUARIAL BALANCES OF THE HI PROGRAM, UNDER THREE SETS

OF ASSUMPTIONS
Intermediate Alternative
Assumptions Low Cost High Cost
2044-2068:
Summarized income rate 3.36 3.23 3.55
Summarized cost rate? 10.34 5.36 20.05
Acluarial balance? 6.98 213 -16.50

1Expendllures for benefit payments and administrative costs for insured beneficiarles, on an
incurred basis, expressed as a percentage of taxable payroll, computed on the present-value basis,
Including the cost of attaining a trust fund balance at the end of the period equal to 100% of the
following year's estimated expenditures, and including an offset to cost due to the beginning trust
fund balance.

2Difference between the summarized income rate and the summarized cost rate.

3Expendllures for benefit payments and administrative costs for insured beneficiaries, on an
incurred basls, expressed as a percentage of taxable payroll, computed on the present-value basis.
Includes nelther the trust fund balance at the beginning of the period nor the cost of attaining a non-
zero trust fund balance at the end of the period.

The divergence in outcomes among the three alternatives is reflected both in
the estimated opcrations of the trust fund on a cash basis (as discussed in
scction 1.C) and in the 75-ycar summarized costs. The variations in the
underlying assumptions, as shown in the technical section, can be
charactcrized as (1) modcrate in tcrms of magnitude of the differences on a
ycar-by-ycar basis and (2) persistent over the duration of the projection
period. During the first 25-ycar projection period, under the intcrmediate
assumplions, program cxpenditurcs are projccted to increase faster than
taxablc payroll, at a ratc which gradually declincs to about 2 percent more per
ycar than taxablc payroll by 2010. Howcver, program expenditures are
expected Lo grow at a rate of about 3 percent more than taxable payroll for
the intermediate cstimate in 2018, the last year of the first 25-year projection
period. This is just after the major demographic shift, as described below,
begins. Undcer the low cost alternative, program cxpenditures are also
projccted to incrcasc faster than taxable payroll, but at a somewhat lower rate,
which gradually dcclines to about 0.5 pcreent more per year than taxable
payroll by 2010; the rate then incrcascs, reaching about 1.0 percent more per
ycar than taxable payroll in 2018. Similarly, the high cost alternative follows
a pattcrn whereby program cxpenditurcs initially increase faster than taxable
payroll and at a somcwhat higher ratc than under the intcrmediate
assumptions, gradually dcclining to about 4 pereent more than taxable payroll
by 2010, and then increasing to about S percent more than taxable payroll in

23



Overview

2018. Past cxpericnce has indicated that conditions producing results as
adversc as those under the high cost alternative can occur. In view of this and
because of the wide range of possible expericnce, it is important that a
balance be maintained in the HI trust fund as a rescrve for contingencies.

A valuation period of 75 ycars is nceded to present fully the future
contingencics that rcasonably may be expected to occur, such as the impact
of the large shift in the demographic composition of the population which
occurs after the turn of the century. As Table 1.D2 indicates, estimated
cxpenditurcs under the program, cxpresscd as percentages of taxable payroll,
increasc rapidly during the sccond 25 years of the projection period. This
rapid increasc in costs occurs becausc the relatively large number of persons
born during the period between the end of World War 11 and the early 1960°s
(known as the "baby boom") will rcach rctircment age and begin to receive
bencfits, whilc the rclatively smaller number of persons born during later
ycars will comprisc the labor force. During the last 25 years of the projection
period, the projected increascs in cxpenditures under the program stabilize.

Costs beyond the initial 25-ycar projection period for the intermediate
cstimate arc bascd upon the assumption that costs per unit of service will
incrcasc at the same rate as that of average hourly carnings. Thus, changes
in the last fifty ycars of the projection period primarily reflect the impact of
thc changing demographic composition of the population. Costs beyond the
initial 25-ycar projcction period for low cost and high cost alternatives begin
by assuming that program cost incrcascs, relative to taxable payroll increascs,
arc approximatcly 2 pereent less rapid and 2 percent more rapid, respectively,
than the rcsults under the intcrmediate assumptions. The 2 percent
diffcrentials gradually decrcase until the ycar 2043 when program cost
increases, relative to taxable payroll, arc approximatcly the same as under the
intcrmediatc assumptions.

Figurc 3 shows the ycar-by-ycar costs as a percent of taxable payroll for each
of the three scts of assumptions, as well as the income rates. The income
ratcs arc shown only for the intermediatc assumptions in order to simplify the
graphical presentation and becausc the variation in the income rates by
alternative is very small. The long-range summarized income rates for the low
cost and high cost altcrnativcs, for the 75-year valuation period, differ by only
0.15 percent of taxable payroll. By 2068, the annual income rates under the
low cost and high cost altcrnatives diffcr by only about 0.4 percent of taxable
payroll. Only small fluctuations arc projccted in the income rate, as the rate
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of incomc from taxation of OASDI benefits varics only slightly for each
alternative. Figurc 3 illustratcs the magnitude of the projected financial
imbalance in the HI program by displaying thc divergence of the program
costs and income rates under cach set of assumptions. On the figure, the
labels "L" “IL," and "HI" indicatc projections under the low cost, intcrmediate,
and high cost alternatives, respectively.

Figure 3. ESTIMATED HI COSTS AND INCOME RATES AS PERCENT OF TAXABLE

PAYROLL
25% H < < M . : H :
] Historical { Estimated:
_ im
O SO O SCIIS STV S
7 Income Rate
1 |™== Cost Rate
T O R ¢ JANCCeIE S ST O SR
i in
B O SO Y s T e B
— §I
JEVR SUUSUUUT SYOPRTOEE SRR S g R T S e o
0% T | T | T | T | T | T T | T | T | T | L T

U
1960 1970 1980 1860 2000 2010 2020 2030 2040 2050 2080 2070 2080

Calendar Year

The 75-year actuarial balance of thc HI program, under the intermediate
assumptions, is cstimated to be -4.14, as shown in Table 1.D3. The actuarial
balance under the intermediate assumptions as reported in the 1993 Annual
Report was -5.11. The major rcasons for the change in the 75-year actuarial
balance arc summarized in Table 1.D4. In more dctail, these changes are:
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Changgs in valuation period: Changing the valuation period from
1993-2067 to 1994-2068 adds a very large deficit year to the
calculation of the actuarial balance. The effect on the actuarial
balancc is -0.13.

Legislation: Changes duc to Iegislation described in the technical
scction result in a +1.31 change in the actuarial balance. The
primary lcgislative items contributing to this improvement are the
climination of the contribution basc and the addition of income
from taxation of ccrtain QASDI bencfits.

Economic and demographic assumptions: Changes in the economic
and dcmographic assumptions described in the technical section
result in a -0.02 change in the actuarial balance. Most economic
assumptions arc less favorable.

Updating the projection base: The cost as a percent of payroll for
1993 was more than cstimated in the 1993 report. The net effect
of this change on the actuarial balance is -0.10.

Hospital assumptions: Changes in the hospital assumptions
described in the technical section result in a -0.09 change in the
actuarial balancc. The primary factor contributing to this change
is the higher DRG coding assumed for 1994.

TABLE [.D4. — CHANGE IN THE 75-YEAR ACTUARIAL BALANCE SINCE THE 1993

REPORT
1. Actuarial balance, intermedlate assumptions, 1993 report -5.11%
2. Changes:
a. Valuation period -0.13
b. Base estimate -0.10
c. Legislation +1.31
d. Economic and demographic assumptions -0.02
e. Hospital assumplions -0.09
f. Net effect, above changes +0.97
3. Actuarial balance, intermediate assumptions, 1994 report -4.14

E. CONCLUSION

The balancc in the Federal Hospital Insurance Trust Fund at the beginning
of 1994 was 119 pereent of cstimated outgo for calendar year 1994, above the
minimum 100 percent level recommended by the Board of Trustees.
Howcver, the tax rates specificd in the law are only sufficient, along with other
income, intcrest carnings, and asscts in the fund, to support program
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expenditures only over the next 7 years, under the Trustees’ intermediate
assumptions. Also, the trust fund docs not meet the short-range test of
financial adequacy, which was described in a previous section of this report.
Undecr all of the three scts of assumptions, the HI trust fund is projected to
become cxhaustcd within the next 6 to 10 years. Any significant adverse
deviation from these projections could result in the inability of the fund to
mcct its obligations cven sooncr than projected.

Over the 75-ycar projection period, the income rate necessary to provide for
benefits and administrative expenses far cxceeds the income rate in the law
in all ycars. Thc actuarial balance, as defined in the previous section (that is,
including the cost of attaining a trust fund balance at the end of the period
cqual to 100% of the following year’s cstimated expenditures, and including
an offsct to cost duc to the beginning trust fund balance), is -1.61 for the first
25-year projcction period, -3.18 for the first 50-ycar projection period, and
-4.14 over the cntirc 75-ycar projection period, under the intermediate
assumptions. The actuarial balancces for the 25-ycar subperiods, as defined in
the previous scction (that is, including ncither the trust fund balance at the
beginning of the period nor the cost of attaining a non-zero trust fund balance
at the end of the subpcriod), arc -1.54, -5.06, and -6.98 for the first, second,
and third 25-ycar subpcriods, respectively, under the intermediate estimate
assumptions. The trust fund does not meet the Trustees’ long-range test of
financial adcquacy, which is dcfincd in the OASDI report and the Glossary of
this report, under any of the three scts of assumptions. In order to bring the
HI program into actuarial balance cven for the first 25-year projection period
undcr the intermediate assumptions, cither outlays will have to be reduced by
34 percent or income increased by 52 percent (or some combination thereof).

Currcntly about four covered workers support each HI enrollee. This ratio
will begin to decline rapidly carly in the next century. By the middle of that
century, only about two covercd workers will support cach enrollee. As the
post-World War 11 "baby boomers" become cligible for benefits, the annual
ratc of incrcasc in program costs as a percentage of taxable payroll rises
substantially, from about 2 pcreent in 2010 to 3 percent in 2015 under the
intcrmediatc assumptions. Not only are the anticipated reserves and financing
of the HI program inadcquate to offsct this decmographic change, but under
all the assumptions the HI trust fund is projected to become exhausted even
beforc the major demographic shift begins to occur. Exhaustion is projected
to occur around thc turn of thc century, in 2001 under the intermediate
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assumptions, and could occur as carly as 2000 if the high cost assumptions are
rcalized.

The Trustces notc that some steps have been taken to reduce the rate of
growth in payments to hospitals, including the implementation of prospective
payment and diagnosis-rclatcd groups.  Initial experience under the
prospective payment system for hospitals suggests that this payment
mechanism may be an cffective means of constraining the growth in hospital
payments and improving the cfficicncy of the hospital industry. Nonetheless,
projected costs for the HI program far exceed projected revenues over the 75-
year long-range period. As a rcsult, the HI program is severely out of
financial balancc and the Trustces believe that Congress must take timely
action (o fundamcntally reform the HI program and control related program
costs.

Evcn though the long-range status of the HI program has improved somewhat
sincc last ycar’s report, it has deteriorated over recent years as measured by
the actuarial balanccs. In addition, the HI trust fund fails to meet the short-
range test of financial adequacy and is projected to experience increasing
annual deficits in future years, beginning in calendar year 1996. In view of the
poor financial condition of the HI trust fund and the failure of the fund to
meet the short-range test of financial adequacy, the Board of Trustees is again
alerting the Congress of the unfavorable financial status of the HI trust fund.

The cost of the HI program is projccted to increase from 1.5 percent of GDP
in CY 1993 to 4.9 percent of GDP in CY 2065. This rapid growth is
attributable primarily to (1) incrcascs in hospital admissions, (2) increases in
reported case mix, and (3) changes in demographics. With the magnitude of
the projected actuarial deficit in the HI program and the high probability that
thc HI trust fund will be cxhausted around the turn of the century, the
Trustces urge the Congress Lo take additional actions designed to control HI
program costs through spccific program legislation and as a part of enacting
comprechensive health care rcform.  The Trustces believe that prompt,
effective, and decisive action is nccessary.
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